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Main Elements of Tax Deferred Exchanges
The following are points that partici-
pants in a tax-deferred exchange 
should keep in mind when starting 
an exchange transaction: 
•   Even though an exchange may be 
tax-free at the federal level, it may 
be taxable at the state or local level. 
•   One party to an exchange may 
qualify for tax-free treatment even 
though the other party does not. 
•   There is no limit on the number 
of exchanges an investor can make. 
•   Corporations can make tax-free 
exchanges. 
•   When sale of a property would 
produce a loss, exchanging normally 
does not make sense because the 
loss will not be recognized for tax 
purposes. 
•   It is legal to make an exchange 
solely to save taxes. 
Under Code Section 1031, which 
provides for tax-deferred exchanges 
of property, no gain or loss is recog-
nized on an exchange of real estate 
where: 
(1) property held for productive use 
in a trade or business or (2) prop-
erty held for investment purposes 
is exchanged solely for like-kind 

property to be held either for 
productive use in a trade or busi-
ness or for investment purposes. 
Once all requirements of a tax-
deferred exchange of like-kind 
properties are met, the tax defer-
ment is mandatory. Taxable gain 
is deferred until such time that a 
taxable disposition occurs. 
The properties that are exchanged 
can either be investment proper-
ties or business properties or 
both investment or business 
properties. Thus, real estate held 
for productive use in a trade or 
business can be exchanged tax-
free for other properties held for 
productive use in a trade or busi-
ness or for investment. 
Likewise, real estate held for 
investment can be exchanged 
tax-free for other real estate held 
for investment or for other real 
estate held for productive use in 
a trade or business. 
Neither real estate which is 
stock in trade nor real estate 
held primarily for sale can 
be exchanged tax-free. Other 
properties which cannot be 
exchanged tax-free include prop-
erty being used as a personal 
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residence and not held for investment by its 
owner, certificates of trust or of beneficial interest, 
and other securities or evidence of indebtedness or 
interest. 
The essential elements and characteristics of a tax 
-deferred exchange of like-kind properties are as 
follows: 
•   The transaction must amount to an exchange 
of properties; it cannot be a sale or some other 
transaction. 
•   The properties must be of like kind. 
•   The properties must be held for productive use 
in business or for investment purposes. 
•   The properties cannot be stock in trade or prop-
erty held primarily for sale. 
If an exchange otherwise qualifies but includes as 
part of the consideration for the exchange money 
or property that does not qualify, the transac-
tion qualifies, but the tax-free treatment does not 
apply to the money or other property that does not 
qualify. 
If an exchange otherwise qualifies but, as part of 
the consideration, the other party assumes liability 
or acquires property that is subject to a liability, 
the transaction qualifies, but the tax-free treatment 
does not apply to the assumption of the liability or 
the liability to which the property is subject. 
Once an exchange is completed, the property 
received cannot be held for resale or as a personal 
residence if tax-free treatment is desired. 
Where an exchange qualifies for tax-free treat-
ment, neither parties to the exchange nor the 
government can treat it otherwise than as a tax-
free exchange. 
Deferred Like-Kind Exchanges  
A federal court decision in 1979 introduced 
the concept of the deferred exchange and thus 
expanded the scope of the tax-free exchange 

(continued)

provision in the tax law. Congress then amended 
Section 1031 of the code by adding subsection 
(a)(3) giving statutory approval to the deferred 
exchange but imposing certain limitations. 
Example: Arthur and Baker agree to exchange 
like-kind properties. Arthur already owns the 
property he is to exchange and transfers title to 
Baker. In exchange, Baker agrees to transfer to 
Arthur some time in the future a specified property 
(or type of property). If Baker does not acquire 
the property, Baker will pay the price in cash. 
Except for the fact that the exchange of properties 
is not simultaneous, the exchange meets all of the 
requirements of Section 1031. 
Two time limits must be met under the Section: 
1.  The property to be received by Arthur must be 
identified as such no later than 45 days after the 
date that Arthur transfers his property to Baker. 
The replacement property must be identified in 
a written document signed by the taxpayer and 
sent (by hand, mail, or telecopy) before the end of 
the identification period. It must be given to the 
person obligated to transfer the replacement prop-
erty to the taxpayer.
2.  Arthur must receive the property from Baker no 
later than the earlier of (1) 180 days after Arthur 
transfers his property to Baker or  (2) the due date 
of Arthur’s tax return for the year in which he 
transfers the property to Baker.
The 180 day rule has two potential traps. The rule 
is expressed days, not months, so the parties must 
count the number of actual days after the transfer 
of the first property. Also, the second property 
must be actually transferred. Merely signing a 
binding contract is not enough.
The one point that is clear is that the party who is 
to receive the identified property cannot receive 
cash (either actual or constructively) and purchase 
the property himself, since this violates the basic 
requirement of a tax-free exchange. o

Combining Build-To-Suit With A Tax-Free Exchange
There is a great deal of control that can be exer-
cised over the type of property to be received in 
a tax-free exchange. In one case, the taxpayer 
designed a brand-new building for himself to 
replace property to be given by him in exchange. 
In addition, the taxpayer provided financing for 

the new building’s construction. 
Since this was a different idea, the problem was 
presented to the IRS as whether the taxpayer 
could act as both lender and exchanging party or 
whether his actions amounted to a purchase of the 
new property (which would force him to recognize 
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gain on the property given up).
The taxpayer owned an office building but needed 
additional space. An unrelated party, Mr. Smith, 
offered to buy the building but the taxpayer 
wanted a tax-free exchange to avoid the tax on the 
large increase in value on the property.
The taxpayer located land suitable for construc-
tion of a new building. Smith agreed to negotiate 
a ground lease, construct the building according to 
the taxpayer’s requirements, and then enter into an 
exchange.
Smith and the landowner entered into a lease that 
provided as follows:
• Either Smith or an assignee of the ground 
lease could construct the improvements.
• The ground lessee could mortgage its lease-
hold interest but the landowner agreed it would not 
mortgage its fee interest.
• After five years, lessor and lessee each had 
the option to purchase or sell the land for a fixed 
amount specified in the lease.
• On the date of the tax-free exchange by 
Smith with the taxpayer, the ground lease would 
have a remaining term of 30 years or more (which 
would make the leasehold qualify for a tax-free 
exchange).
The taxpayer and Smith then entered into an 
exchange agreement under which Smith agreed 
to construct the new building according to plans 
and specifications approved by the taxpayer. 
The taxpayer could make changes to the plans 
before and during construction and had the right 
to approve costs under contracts to which Smith, 
the architect, the developer, or any affiliate was a 
party. The taxpayer could also approve the general 
contractor and other parties.
At the closing of the exchange, the taxpayer would 
convey the old building to Smith in exchange for 
his assignment of his ground leasehold, including 
the new building. 
The exchange would not take place until the 
building was substantially completed. Its exchange 
value was Smith’s construction costs, including 
fees, construction loan interest, real property taxes, 
and insurance. Once Smith had spent a specified 
amount on the project, the taxpayer would provide 
construction loan financing to Smith on a nonre-
course, interest bearing basis.
At or before the closing, Smith would repay to the 
taxpayer as much of the construction loan as was 

required to equalize the exchange value of the new 
and old buildings.
Two other relevant provisions in the exchange 
agreement were the following:
• Right to cancel. The taxpayer had the right, 
before the execution of the exchange agreement 
and the commencement of construction, to make 
environmental, zoning, and similar reviews of 
the land and cancel the entire arrangement if the 
results were unsatisfactory. In such event, the 
taxpayer would reimburse Smith for his expenses 
incurred.
• Leaseback. Immediately after the exchange, 
the taxpayer would lease back from Smith for 
10 years (at a fair rental) the portion of the old 
building that contained the taxpayer’s computer 
data center.
In its Letter Ruling, the IRS noted that courts 
have given taxpayers great latitude in structuring 
exchange transactions. For example, taxpayers 
may oversee improvements in land to be acquired 
and advance money toward the purchase of the 
property to be acquired in the exchange.
On the basis of the facts described in the Ruling, 
the IRS concluded that Smith’s risks of ownership 
with respect to the new building were substantial 
enough so that a true exchange would result; put 
another way, Smith was not acting merely as the 
taxpayer’s agent.
The risk of ownership included the following:
• Smith’s obligations under the exchange agree-
ment, including the construction of a building to 
the taxpayer’s requirements.
• The taxpayer’s rights as a lender with respect 
to the financing.
• Smith’s obligation to spend a specified 
amount before the taxpayer would be obligated to 
provide financing.
• Smith’s liability before the exchange for any 
claims made with respect to the construction or 
related contracts.
• Smith’s obligation under the lease.
The ability of the taxpayer to exercise signifi-
cant control over the design and construction of 
replacement property while still qualifying for a 
tax-free exchange broadens the attractiveness of an 
exchange in permitting a taxpayer to avoid recog-
nition of the appreciation in value of the original 
property. o
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There are a number of ways to buy, sell or 
exchange investment or commercial real estate. 
Having the knowledge of what you can do 
in some tax situations can be the difference 
between an annual profit or loss in a prop-
erty that you intend to acquire or one that you 
already have in inventory.
The professional commercial real estate 
broker is in the position to represent clients 
in real estate transactions by setting up sales, 
exchanges, leases, purchase and sales of 
options, and management of real estate. A 
professional real estate practitioner must stay 
aware of current tax laws and court decisions 
in order to structure transactions, but does not 
give legal or tax advice (unless he/she is also 
an attorney or a certified public accountant). 
In any complex transaction that might result 

Commercial Real Estate Representation
in changes in any owner’s legal or tax situation, 
the other members of the “consulting team” 
should be the owner’s attorney and CPA. We 
always recommend meeting with these other 
professionals during the planning and closing of 
major real estate transactions.
As commercial brokers, we are part of your 
professional team. It is our job to create the 
real estate transactions that will be needed 
to enhance your estate. We should meet with 
our clients on a regular basis to evaluate their 
present position in properties, reviewing plans 
for future acquisitions or exchanges.  
Reviewing your plans and goals can give us the 
information needed to help us in moving you 
in new directions as soon as possible, using 
purchases, sales or tax deferred exchanges. o

Investors sometime make investments in real 
estate that turn out badly. They may then blame 
the loss on the “real estate cycle” when there 
were mistakes that could have been avoided 
by better planning and analysis. Based on data 
obtained through interviews with more than 200 
real estate practitioners, several costly mistakes 
were identified and discussed. Here are three of 
them:  
Misjudging demand. Developers have faced 
costly setbacks by assuming that customers 
existed without undertaking adequate market 
analysis. For example, a retail development de-
signed to attract shoppers from executive ranks 
in the adjoining commercial center failed to real-
ize that high-income executives have demanding 
work schedules and tend to shop during their 
leisure hours near their suburban homes. Clerical 
workers, who might shop during lunch or break 
periods, cannot afford up-scale store prices.

Costly Mistakes In Real Estate
Faulty property analysis. Investors 
invite catastrophe by failing to thoroughly 
examine all physical aspects of property 
improvements, including size, structural 
stability, and mechanical systems. Some 
investors have suffered losses by relying 
on ballpark estimates of rehabilitation costs 
or by purchasing multi-unit buildings after 
seeing only representative sample units 
carefully selected by sellers.
The investment fallacy. Too many people 
have equated real estate investment with 
a more passive “buy low, sell high” 
investment in assets such as stocks, gold, 
and stamps. They have failed to recognize 
that time, talent, and work must go into 
maintaining and enhancing a property’s 
value. They have failed to understand 
that income properties and “investment” 
properties are largely the fruits of 
imaginative and capable management. o


